DISINFLATION, after an extended period of inflationary demand policy such as the United States has experienced, entails costs in a particular sense. The process inevitably leads the economy through several years of weaker "real" performance than that which can be expected for corresponding phases of the business cycle after an adjustment period. This cost of disinflation arises partly because, at the stage of the inflationary process at which the Western countries have arrived in recent decades, large payment commitments still continue to be denominated in the domestic currency. These commitments are made in anticipation of a further deterioration in the currency (whereas, in what is usually described as hyperinflation, the public has already largely turned away from using the domestic currency). Another important reason why in the present circumstances adjustment difficulties are inevitable is that, even if the authorities do have the determination to remain firmly on the disinflation course, it takes time to establish the credibility of that policy. Thus those who are convinced that policies are ill-conceived when based on an alleged long-run "Phillips trade-off" between inflation and unemployment should be aware of a short-term trade-off: avoidance of the long-run disaster, which continued and accelerating inflation would bring about, causes underutilization and other adjustment difficulties during a disinflationary transition period.
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Brookings Papers on Economic Activity, 2:1983 In the current disinflation since 1980 the economy has undergone two recessions and considerable disruption of financial markets. The overall decline in economic activity in the second recession of 1981-82 was on a par with the decline in 1973-75, though capacity utilization remained at lower levels longer in the recent recession. Nevertheless, the deceleration of wages has been dramatic, resulting in an overall decline by 1983 that exceeded the 1973-75 decline. Because wages are the major part of unit costs of production, they are the key to a sustainable deceleration of the underlying rate of inflation. A general impression has formed that the response of wages to the recent economic pressures has been greater than was implied by past behavior.
To subject this impression to a quantitative examination, we compared the recent deceleration of wages with its past behavior as described by a wage equation of the conventional type. In the conventional framework wage increases are described mainly by three variables: unemployment, the change in unemployment, and the past rate of inflation.' We fitted the conventional form of the wage equation to quarterly data to determine whether, in recent years, a greater moderation of wage increases has occurred than was indicated by the equations traditionally employed.
The wage equation can be expressed as w = a, + a2 1/U + a3Al/U + a4p (lagged) + dummy variables, where w is the percentage rate of change in a wage index, 1/U is the reciprocal of the civilian unemployment rate, Al/U is the change in the unemployment reciprocal since the previous quarter, p (lagged) is the percentage rate of change of the price level over previous quarters (which serves as a proxy for market adjustments to rising prices), and dummy variables allow for shifts that would otherwise take place. The ai are constant regression coefficients. The reciprocal of unemployment is used to reflect an assumed convexity in the magnitude of the effect of unemployment on wages. Figure 1 presents postsample simulations since 1980:2 for equations 1 and 2 in table 1 that were fit for the 1953:3 to 1980:1 period. These two regressions differ in the lag with which past price increases are assumed to influence current wage increases. Some studies use the average inflation rate for the year ending one quarter before the current one, which is the practice followed in equation 1. But one year may be too short to cover the past inflation rate to which wages respond; furthermore, the one-year inflation rate can spuriously reflect recent wage changes or other cyclical variables that may be correlated with the dependent variable. To assess an alternative formulation that partially avoids these difficulties, the inflation variable in equation 2 is an average of the three years ending one quarter before the current year. In table 1, p(4Q) denotes the average inflation rate according to the CPI-U index for the four quarters ending one quarter before the current quarter of the dependent variable, while p(12Q) denotes the analogous term for the twelve quarters ending in the previous quarter.
It is the deviations of the actual changes (also shown in figure 1 ) from the simulation values that suggest a shift in this relation; in this case it is a downward shift that began in 1981:4.
To test for the significance of these recent deviations, table 1 also presents the equations fit through 1983:2, with a dummy variable added for 1981:4 and afterward. Equation 3 shows that the wage changes for this period average 1 percentage point a year lower than in 1974-80 (to ...
0.2(l.7)
..... Although such shifts are measured here as changes in the intercept of the equation, they could reflect changes in the coefficient of unemployment, of past inflation, or both. Further evidence is needed to determine which. The former would mean that the response of wages to unemployment had intensified in the recent period, and the latter would mean that the response to past inflation had intensified. We are inclined to believe that such shifts reflect responses to the policy environment in which credibility plays an important role, though other special influences cannot be ruled out. Whether credibility is affected by announcements as well as perceived changes in policy actions may be debated, but recent experience points to the importance of policy performance.
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